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The Following Budgeted Profit Statement Has Been Prepared Using Absorption
Costing Principles.A Company is a comprehensive financial document that
provides valuable insights into the projected profitability of a business.
This statement is a vital tool for managers, investors, and other
stakeholders to understand how different elements of costs and revenues
influence the company's expected financial performance. By employing
absorption costing principles, the company allocates all manufacturing
costs—both fixed and variable—to products, ensuring a more accurate picture
of profitability across different levels of production and sales. In this
article, we will explore the fundamentals of absorption costing, how it
influences the preparation of budgeted profit statements, and the advantages
and challenges associated with this approach.

Understanding Absorption Costing

What Is Absorption Costing?

Absorption costing, also known as full costing, is an accounting method that
assigns all manufacturing costs to the cost of production. These costs
include:

Direct materials

Direct labor

Variable manufacturing overheads

Fixed manufacturing overheads

Under this system, both fixed and variable costs are absorbed by the units
produced, meaning each product carries a share of all manufacturing expenses.

Contrast with Variable Costing

Unlike variable costing, which only considers variable production costs in
product costing and treats fixed costs as period expenses, absorption costing
allocates all manufacturing costs to inventory. This distinction influences
the calculation of gross profit and net profit, especially when production



levels differ from sales volumes.

Preparing a Budgeted Profit Statement Using
Absorption Costing

Steps in the Preparation

Creating a budgeted profit statement based on absorption costing involves
several systematic steps:

1.

Estimate Production and Sales Volumes: Determine projected units to be
produced and sold during the budget period.

. Calculate Absorption Cost Per Unit: Sum all manufacturing costs (fixed

and variable) and divide by the expected production volume to derive the
cost per unit.

. Determine Budgeted Sales Revenue: Multiply expected sales volume by the

selling price per unit.

. Compute Cost of Goods Sold (COGS): Multiply the absorption cost per unit

by the number of units sold.

. Account for Operating Expenses: Include estimated selling, general, and

administrative expenses, both fixed and variable.

. Calculate Budgeted Profit: Subtract COGS and operating expenses from

total sales revenue to arrive at the projected profit.

Sample Budgeted Profit Statement Format
A typical absorption costing budgeted profit statement might look like this:

Sales Revenue

Less: Cost of Goods Sold (at absorption cost)
Gross Profit

Less: Operating Expenses

Net Profit (Budgeted)



Implications of Using Absorption Costing in
Budgeting

Impact on Profitability Analysis

Using absorption costing in budgeted profit statements provides a complete
view of product costs, which helps in:

e Accurately assessing product profitability
e Making informed pricing decisions

e Evaluating the effects of production volume fluctuations on profit

However, it can also obscure the true variable cost contribution since fixed
costs are allocated to products, potentially leading to misinterpretation if
not carefully analyzed.

Influence on Inventory Valuation

Absorption costing affects how inventories are valued on the balance sheet,
as fixed manufacturing overheads are included in inventory costs. This means:

e Higher inventory levels result in higher reported assets

e Profitability may appear inflated if production exceeds sales, due to
deferred recognition of fixed costs

This has significant implications for financial analysis and decision-making.

Advantages of Absorption Costing in Budgeting

e Compliance with Accounting Standards: Absorption costing is required
under Generally Accepted Accounting Principles (GAAP) for external
reporting.

e Holistic Cost Allocation: ALl manufacturing costs are considered,
providing a comprehensive view of product costs.

e Profitability Stability: Fixed overheads are spread across units, which
can smooth profit margins over periods.

* Better Inventory Valuation: It provides a more accurate valuation of
inventory on the balance sheet.



Challenges and Limitations

While absorption costing offers many benefits, it also presents certain
challenges:

e Potential for Misleading Profitability: When production exceeds sales,
profits may be overstated because fixed costs are deferred in inventory.

e Less Emphasis on Variable Cost Control: Managers might focus less on
controlling variable costs since fixed costs are allocated to products.

e Complexity in Cost Allocation: Properly allocating fixed overheads
requires detailed analysis and can be complex.

e Limited Focus on Cost Behavior: It does not highlight the contribution
margin, which is vital for decision-making like pricing and product
discontinuation.

Practical Applications and Strategic Decisions

Budgeting and Forecasting

Absorption costing-based budgets help in setting realistic sales targets,
estimating profit margins, and planning resource allocation. They enable
businesses to simulate different scenarios, such as changes in production
levels or costs.

Pricing Strategies

Knowing the full cost per unit allows companies to set prices that cover all
incurred costs and achieve desired profit margins, especially important in
competitive markets.

Performance Evaluation

Managers can assess departmental or product line performance by comparing
budgeted and actual figures, identifying areas for improvement.

Conclusion

Using absorption costing principles to prepare a budgeted profit statement
provides a thorough understanding of the total costs associated with



production, leading to more accurate financial planning and analysis. While
it offers advantages such as compliance with accounting standards and
comprehensive inventory valuation, it also has limitations, particularly
regarding profitability analysis during fluctuating production levels.
Ultimately, the effectiveness of absorption costing in budgeting depends on
how well managers understand its implications and incorporate it into broader
managerial decision-making processes. By carefully applying these principles,
a company can achieve better control over costs, improve strategic planning,
and communicate its financial health more transparently to stakeholders.

Frequently Asked Questions

What is the main purpose of preparing a budgeted
profit statement using absorption costing
principles?

The main purpose is to estimate the expected profitability of the company by
allocating all manufacturing costs, including fixed and variable, to products
or services, ensuring comprehensive cost assessment for better decision-
making.

How does absorption costing differ from variable
costing in the context of budgeted profit
statements?

Absorption costing includes both fixed and variable manufacturing costs in
product costs, whereas variable costing only considers variable costs. This
affects the calculation of budgeted profit, especially in how fixed costs are
treated and allocated.

Why is it important for a company to prepare a
budgeted profit statement using absorption costing?

It helps the company accurately determine product costs, evaluate
profitability, set appropriate selling prices, and ensure compliance with
accounting standards that require absorption costing for external reporting.

What key components are included in a budgeted
profit statement prepared using absorption costing?

Key components include sales revenue, variable costs, fixed manufacturing
costs, fixed selling and administrative expenses, and the resulting budgeted
profit or loss.



How can absorption costing influence managerial
decision-making based on the budgeted profit
statement?

It provides a complete view of product costs and profitability, enabling
managers to make informed decisions on pricing, production levels, cost
control, and product line viability.

What are some common challenges in preparing a
budgeted profit statement using absorption costing
principles?

Challenges include accurately estimating fixed manufacturing costs,
allocating overheads fairly, and handling inventory fluctuations that can
distort profit figures.

In what ways can absorption costing impact the
reported profit compared to variable costing in the
budgeted profit statement?

Absorption costing can lead to higher or lower reported profits depending on
changes in inventory levels, as fixed manufacturing costs are spread over
units produced, affecting profit margins.

How does absorption costing comply with external
financial reporting standards?

Absorption costing is required under generally accepted accounting principles
(GAAP) and IFRS for external financial reports because it matches all
manufacturing costs to the period in which products are sold.

Can a company use the budgeted profit statement
prepared using absorption costing for internal
decision-making purposes?

Yes, it provides comprehensive cost information that aids in strategic
planning, cost management, and evaluating product performance, although it
should be complemented with other internal reports for detailed analysis.

Additional Resources

The Following Budgeted Profit Statement Has Been Prepared Using Absorption
Costing Principles. A Company



In the world of managerial accounting and financial planning, the method by
which costs are allocated to products and services significantly impacts how
profitability is assessed and strategic decisions are made. Among these
methods, absorption costing stands out for its comprehensive approach,
capturing all manufacturing costs—both fixed and variable—in the cost of
goods sold and inventory valuation. Recently, a company has prepared its
budgeted profit statement adhering to absorption costing principles, offering
a detailed view of expected financial performance. This article delves into
the intricacies of absorption costing, the structure of the budgeted profit
statement, and the implications for business decision-making.

Understanding Absorption Costing: An Overview

Absorption costing, also known as full costing, is a method where all
manufacturing costs are absorbed into the cost of products. This approach
contrasts with variable costing, which considers only variable production
costs when determining product costs. The absorption costing technique
ensures that fixed manufacturing overheads are allocated to each unit of
production, making inventory valuation compliant with generally accepted
accounting principles (GAAP).

Key Components of Absorption Costing

- Direct Materials: The raw materials directly used in manufacturing the
product.

- Direct Labor: Wages paid to workers directly involved in production.

- Variable Manufacturing Overheads: Costs that vary with production volume,
such as utility expenses for machinery.

- Fixed Manufacturing Overheads: Costs that remain constant regardless of
production volume, such as depreciation of factory equipment, salaries of
production management, and factory rent.

Why Use Absorption Costing?

- Compliance with Financial Standards: It aligns with GAAP and IFRS
requirements for external reporting.

- Inventory Valuation Accuracy: Provides a comprehensive valuation of
inventory, including fixed overheads.

- Profitability Analysis: Facilitates a full-cost perspective, though it may
sometimes obscure the impact of fixed costs on profitability.

Criticisms and Limitations

- Potential for Misleading Profitability: Since fixed overheads are allocated
to products, it might inflate the cost of unsold inventory, leading to
overestimation of profitability.

- Less Useful for Internal Decision-Making: Managers often prefer variable
costing for short-term decisions because it highlights the contribution
margin.



Preparation of the Budgeted Profit Statement
Using Absorption Costing

Creating a budgeted profit statement under absorption costing involves
forecasting revenues, estimating costs, and allocating fixed manufacturing
overheads appropriately. This process provides management with an expectation
of future profitability, facilitating planning and control.

Step-by-Step Approach

1. Forecast Sales Volume and Price: Estimate the number of units expected to
be sold and the selling price per unit.

2. Determine Production Levels: Decide on the planned production quantity,
which may differ from sales volume for inventory management.

3. Calculate Variable Costs per Unit: Include direct materials, direct labor,
and variable overheads.

4. Allocate Fixed Manufacturing Overheads: Distribute fixed costs across the
planned production units based on a predetermined overhead absorption rate.
5. Compute Total Cost of Goods Sold (COGS): Sum variable costs and allocated
fixed overheads for the units sold.

6. Estimate Operating Expenses: Include selling, general, and administrative
expenses.

7. Derive Budgeted Profit: Subtract total costs and expenses from projected
revenues.

This systematic process results in a comprehensive budgeted profit statement
that reflects the company's expected performance, considering all
manufacturing costs.

Structure of the Budgeted Profit Statement

The budgeted profit statement prepared under absorption costing typically
follows a structured format, enabling clear analysis of profitability
drivers. It includes the following key sections:

1. Sales Revenue

- Calculated as: Expected units sold x Selling price per unit.
- Represents the total income from sales.

2. Cost of Goods Sold (COGS)

- Comprises:

- Variable manufacturing costs per unit x units sold.

- Allocated fixed manufacturing overheads per unit x units sold.

- Represents the direct costs associated with producing the sold goods.



3. Gross Profit

- Calculated as: Sales Revenue — COGS.
- Indicates the profit before deducting operating expenses.

4. Operating Expenses

- Includes:

- Selling expenses.

- Administrative expenses.

- Other operational costs.

- These are typically variable or fixed, but for simplicity, they are
aggregated here.

5. Operating Profit

Derived as: Gross Profit — Operating Expenses.
Reflects the company's profit from core operations.

6. Budgeted Profit Before Tax

Final figure representing expected profit after accounting for all costs.

This structured statement provides insights into where profitability stems
from and highlights areas for managerial focus.

Implications of Using Absorption Costing in
Budgeting

Adopting absorption costing for budgeting offers several strategic advantages
but also presents certain challenges.

Advantages

- Holistic View of Costs: Ensures all manufacturing costs are accounted for,
providing a complete picture of product profitability.

- Inventory Valuation Alignment: Facilitates external reporting and
compliance.

- Pricing Decisions: Supports setting prices that recover full costs,
including fixed overheads.

Challenges and Considerations

- Overproduction Risks: To absorb fixed costs more evenly, companies might
produce excess units, leading to higher inventory levels and potential
storage costs.

- Profit Variability: Fixed manufacturing overheads are spread across units,
so changes in production volume can significantly impact per-unit costs and



profitability.
- Decision-Making Limitations: For short-term decisions like pricing or
discontinuing a product line, variable costing may be more informative.

Strategic Use of Absorption Costing Data
Management should leverage the budgeted profit statement to:

- Assess the impact of sales volume changes.

- Identify the contribution of fixed costs to overall profitability.

- Plan production levels to optimize fixed cost absorption.

- Make informed decisions regarding product mix, pricing, and capacity
utilization.

Case Study: Practical Application of the
Budgeted Profit Statement

To illustrate, consider a manufacturing company that has prepared a budgeted
profit statement based on absorption costing principles. Its projections
include:

- Expected sales of 10,000 units at $50 each.

- Production planned at 12,000 units.

- Variable manufacturing costs of $20 per unit.
- Fixed manufacturing overheads of $200,000.

- Operating expenses totaling $100,000.

Calculation Highlights:

- Sales Revenue: 10,000 units x $50 = $500,000

- Variable COGS: 10,000 units x $20 = $200,000

- Fixed Manufacturing Overhead Rate: $200,000 / 12,000 units = approximately
$16.67 per unit

- Total COGS: Variable ($200,000) + Fixed overhead allocated ($16.67 x
10,000) = $200,000 + $166,700 = $366,700

- Gross Profit: $500,000 — $366,700 = $133,300

- Operating Expenses: $100,000

- Operating Profit: $133,300 — $100,000 = $33,300

This example underscores how fixed overheads are embedded within product
costs under absorption costing, influencing profit margins.

Insights from the Example

- Production volume exceeding sales volume leads to inventory buildup, with
fixed costs allocated to unsold units.

- Changes in production levels can markedly affect gross profit due to fixed
overhead absorption.



- Managers can simulate different scenarios to optimize production and sales
strategies.

Conclusion: Strategic Value and Considerations

The preparation of a budgeted profit statement using absorption costing
principles provides managers with a comprehensive forecast of future
profitability, integrating all manufacturing costs. While this method aligns
with external reporting standards and offers a full-cost perspective, it
requires careful management to avoid potential pitfalls such as inventory
overproduction and misleading profitability analysis.

For managerial decision-making, absorption costing should be complemented
with other internal costing methods, such as variable costing, to gain a
clearer understanding of contribution margins and short-term operational
efficiency. By understanding how fixed and variable costs interplay within
the budgeted profit framework, companies are better positioned to set
strategic goals, optimize operations, and deliver value to stakeholders.

In an increasingly competitive environment, mastering the principles behind
absorption costing and effectively applying them in budgeting processes can
significantly enhance a company's financial planning and operational agility.
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